UPON 


RESOURCES INC. 


Moving Forward with an Oppg tunity-rich Asset Base 


1997 Annual Report 


Table of Contents 


Rinancisie ic Coperiiitiy iSHIONS: ts oso Se ee ee ke 2 
Rattan MII SOCIO rR re ate Se one thn a ual sees eracy Cae aa Bs 4 
A ANONG NORIO oa ah te ON ee oe ee 8 
Aaiasernent-S: wiscussionind nalySisoncs lke yee oro eee oo iS 
Binanelile Statements ana NOteS coo evo ne nee ee 28 
orrcr ale MOPIRAONs eres hes nt acre oe rae 40 


In 1997 Upton continued to build 


Annual Meeting 


The Annual Meeting of the shareholders of Upton Resources Ine: will be held on 
May 13, 1908 at 5:00 p.m. in the Lakeview Room of the Westin Hotel, 
320 — 4th Avenue S.W., Calgary, Alberta. 


Shareholders are encouraged to attend. Those unable todo so should complete 
the form of proxy and forward to the CIBC Mellon Trust Company 48 hours 


prior to the meeting. 


Stock Exchange Listing 


Upton’s common shares trade on The Toronto Stock Exchange under the symbol 


“URC”. 


on our established leadership 


position in our core area. 


ITH OVER A DECADE OF OPERATIONS IN THE WILLISTON 

BASIN, UPTON HAS A KNOWLEDGE BASE THAT IS SECOND 

ieee ON Ee LE COMPANY. @ ELAS UNPARALLELED 
EXPLORATION AND DEVELOPMENT EXPERTISE IN THE SHALLOW 
MISSISSIPPIAN ZONES OF SOUTHEASTERN SASKATCHEWAN, MANITOBA, 
MONTANA AND NORTH DAKOTA. 


UPTON HAS AN IMPRESSIVE GROWTH RECORD, ACHIEVING 
DOUBLE-DIGIT INCREASES IN PRODUCTION AND CASH FLOW FOR 
PA Gli O Leste bAS TL MFOUR YEARS. IN 1997 PRODUCTION ROSE 
35 PERCENT OVER THE PREVIOUS YEAR TO AVERAGE 4,852 BARRELS 
PER DAY, WHILE CASH FLOW INCREASED 26 PERCENT TO $23 MILLION. 
PREDERINGeetovGm UEPLON HAS AN, EXTENSIVE INVENTORY OF 
EXPLORATION AND DEVELOPMENT PROSPECTS TO FUEL ITS NEXT 
STAGE OF GROWTH. 
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Corporate Profile 


PTON IS FOCUSED ON THE EXPLORATION AND PRODUCTION 

OF THE SHALLOW MISSISSIPPIAN ZONES OF THE WILLISTON 

BASIN. OUR EMPLOYEES’ APPLICATION OF THEIR KNOWLEDGE 
AND EXPERTISE HAS LED TO AN IMPRESSIVE RECORD OF FINDING OIL. 
UPTON’S MANAGEMENT AND EMPLOYEES SHARE THE COMMITMENT OF 
GROWTH IN SHAREHOLDER VALUE THROUGH EXPLORATION AND 
DEVELOPMENT PROGRAMS AIMED AT INCREASING PRODUCTION 
VOLUMES, RESERVES AND NET ASSET VALUE. THE COMPANY’S LAND, 
GEOLOGY, GEOPHYSICS, ENGINEERING, FIELD PERSONNEL AND 
SUPPORT STAFF ACTIVELY PURSUE STRATEGIC OPPORTUNITIES IN A TEAM 
ENVIRONMENT. WE BELIEVE THE EFFECTIVE USE OF TECHNOLOGY, 
APPLYING THE LATEST IN DRILLING, GEOLOGIC AND GEOPHYSICAL 
APPLICATIONS, IS CRITICAL TO LOWERING RISK AND MAXIMIZING 
RETURN ON CAPITAL. 


Cash Flow 
from Operations (thousands) 


| 42,826 | 55990 


Revenue (Sthousands) 
pega 22,920 | 


| | 
| 1997 | 1997 


Driven by increased production Upton’s volume growth and continued 
Upton recorded a 27 percent increase emphasis on low-cost operations has 
in revenue in 1997. contributed to double-digit growth in 


cash flow over the past four years. 


Financial and Operating Highlights 


(Sthousands except per share amounts) 
FINANCIAL 


Revenue 
Cash flow 
Per share (basic) 
Net income (loss) 
Per share (basic) 
Long-term debt 
Shareholders’ equity 
Net asset value (discounted at 12 percent) 


Per share (basic) 


OPERATING 
Production (barrels per day) 
Reserves (proven plus probable, thousands of barrels) 
Total Land (thousands of net acres) 
Gross wells drilled 
Net wells drilled 


Operating costs ($ per barrel) 


Net Asset Value (sthousands) 
i 60,550 


1997 
(Discounted at 12 percent) 
Upton’s net asset value has steadily 
increased over the past five years, 
nearly doubling in 1997 alone. 


% Change 


42,826 33,797 
22,920 18,206 
1.52 1.52 
(18,884) 5,023 
(1.25) 0.42 
16,595 15,893 
45,427 22,985 
60,550 37,784 
3.65 3.10 


4,852 3,594 
7,924 6,747 
189 122 
TL, 49 
48.5 31.8 
3.65 270 


Production (barrels per day) 
4,852 


1997 


Upton’s expertise in the Williston 
Basin has led to production increases 
averaging more than 40 percent per 
year over the past four years. 
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Upton’s strategic direction is sound and 
will continue to generate growth. 


Upton President Scott Dutton (centre) with Vice President, Land Robin Irwin, Vice President, Exploration Andy St. Onge (left) and Vice President, 
Finance Phil Grubbe (right). 


Net Asset V 


i 


alue Per Share (s) 


i 


(Discounted at 12 percent) 


In 1997 cash flow per share remained 
equal to 1996 despite a 25 percent 
increase in the average number of 
shares outstanding. 


Upton is focused on growing asset 
value on a per share basis as one of 
its key measures of shareholder value. 


Upton Annual Report 1997 
4 


Letter to Shareholders 


AM PROUD TO REPORT THAT 1997 MARKED THE FOURTH 
CONSECUTIVE YEAR OF DOUBLE-DIGIT PRODUCTION AND 
CASH FLOW GROWTH FOR UPTON RESOURCES. PRODUCTION 
INCREASED 35 PERCENT OVER 1996 TO AVERAGE 4,852 BARRELS PER 
DAY, WHILE REVENUE ROSE 27 PERCENT TO $43 MILLION AND CASH 
FLOW REACHED A RECORD HIGH OF $23 MILLION. OUR STRATEGY 
OF FOCUSED EXPLORATION AND OUR EMPHASIS ON EFFICIENT, 
LOW-COST OPERATIONS HAVE PROVIDED THE FOUNDATION TO 
ACHIEVE SUBSTANTIAL GROWTH IN SHAREHOLDER VALUE IN 1998 


AND BEYOND. 


Upton’s strong 1997 performance was not achieved 
without challenges. Early in the year we embarked on 
a new venture, acquiring deep Red River production 
and rights near Midale in southeastern Saskatchewan. 
Based on promising 3-D seismic surveys and initial 
production results, we believed the project had the 
potential to add significantly to our reserves and 
production. However, the reservoirs did not yield 

the results we had expected and late in the year we 
reassessed the property, resulting in the exchange of 
the deep production and rights for $25 million and an 
increased interest in the shallow Frobisher and Alida 


beds in the area. 


Refocused on our traditional area of strength, we made 
an asset purchase in early 1998 that further increased 
our interest in the Midale area Frobisher and Alida 
beds to 100 percent. Positive drilling results have 
increased production in the area to over 400 barrels 
per day. We have nine producing wells in four different 
pools. We have 13 development wells scheduled for 
1998 at Midale and the potential for three more pools. 
The majority of these wells are vertical, supporting our 
objective of increasing reserve life. Production from 
these wells is expected to surpass the deep volumes we 


sold in mid-1998. 


Strategy for Growth 


Our experience in the Midale Red River play gave us 
the opportunity to identify our core strengths and has 
resulted in a renewed corporate strategy going 
forward. We are focused on the exploration and 
development of light oil in the Williston Basin, and 
intend to lever our knowledge and expertise in the 
shallow zones of the area to create growth. We will 
continue to pursue some deep exploration within the 
Basin on a smaller scale, using what we learned in 1997 


to continue to build shareholder value. 


This strategy is simple, yet sound. It has yielded us 
consistent, steady growth over the past decade and is 
fueling our next stage of growth. We believe the 
Williston Basin has significant light oil potential and 
will continue to be the focus of our exploration and 
development program. Opportunities outside the 
Williston Basin are continuing to be evaluated to 
broaden our operating base over the long term. We 
intend to continue to assess acquisition opportunities 
and will evaluate new core areas where there is an 
acceptable risk profile and an opportunity to lever our 


technical expertise in Mississippian plays. 
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The Year in Review 


During 1997 we participated in 77 (48.5 net) wells with 
an overall success rate of 80 percent. A high working 
interest in the majority of our producing wells allows 
us to control timing, maximize netbacks and maintain 
low operating costs. Our strategy is to have a high 
working interest and control of operations in the 


majority of our producing properties. 


By the fourth quarter of 1997 we were back doing 
what we do best-directing our exploration and 
development programs at Mississippian targets. 
As a result, production increased 26 percent, or 
1,100 barrels per day, between October 1997 and 
February 1998, to the current level of 5,300 barrels 
per day. Reserve additions during the same period 


exceeded two million barrels. 


We have an opportunity-rich asset base that has yielded 
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Our six principal producing properties at Gainsborough, 
Alida/Cantal/Queensdale, Clarilaw/Kisbey, Star Valley, 
Parkman and Midale accounted for 87 percent of 1997 
production volumes. Development in late 1997 and 
early 1998 has confirmed Tracey Mountain will become 
another major producing area in 1998. We currently 


operate 95 percent of our production. 


Reserve additions during the year were 2.9 million 
barrels or 1.7 times our 1997 production. Exploration 
success at Wildwood, Brush Mountain, Palomino and 
Browning in late 1997, combined with early 1998 
positive results at Sinkhole, Tracey Mountain and 
Portal, have given us an excellent start towards meeting 
our 1998 target of adding two barrels in reserves for 


every one barrel produced. 


During 1997 we enhanced recoveries and added 
reserves, bringing our reserve life index to 4.4 years. 
Production additions through vertical drilling at Midale, 
Tracey Mountain and newly discovered pools are 
expected to lengthen our reserve life index in 1998. 
Potential for horizontal enhancement later in the 
development of the pools will be evaluated after 


delineation drilling is completed. 


numerous discoveries and positioned us to 
gain momentum in 1998 and beyond. 


This confirmed our decision to focus on our core 


competencies in the shallow zones, as both cash flow 


and net asset value results reinforced our direction. 


Looking Ahead 


Entering 1998, Upton has a strong inventory of 
low-risk development prospects. We believe these 
projects have tremendous potential to generate 
above-average shareholder returns and supply the cash 


flow to support an exciting exploration program. 


Upton’s historical approach to forecasting has been 
conservative in order to manage expectations and not 
disappoint shareholders. This trend will emerge again 
strongly in 1998, with plans for annual average 
production of 5,500 barrels per day. We expect to 
deliver 15 percent growth in production based on 
low-risk development volumes only. Exploration 


activity is positioned as pure upside. 


The development of high quality properties will fuel 
the majority of Upton’s 1998 forecast production 
growth. We are planning a capital expenditure program 
of $24 million, aimed primarily at developing our 
recent successes, pursuing new exploration 
opportunities and optimizing production from our 


principal producing properties. 


We have earmarked $10 million for exploration, with 
the goal of adding over 500 barrels per day to our 
1998 average daily production target. Five 1997 
discoveries, combined with numerous existing 
opportunities, will form the core of Upton’s 1998 
$14 million development drilling program aimed at 


low-risk prospects. 


As of mid-February 1998, production of 5,300 barrels 
per day marks the quickest start to achieving the 
corporate production forecast in the company’s history. 
New development wells at Alida/Cantal/Queensdale, 
Midale and Willmar are all producing above 
forecasted rates. With year-end debt at less than one 
times 1998 forecasted cash flow, Upton is in a strong 
financial position. The majority of 1998 capital 
spending will be funded through cash flow, preserving 
the strength of our balance sheet and protecting 


shareholders from dilution. 


Industry dynamics have changed significantly since this 
time a year ago with substantially lower oil prices 
today. Although we are realizing some relief through 
the US/Cdn. dollar exchange rate, we have built some 
flexibility into our capital spending program to allow 


us to reduce capital spending if prices do not recover. 


Because our production forecasts are based purely on 
development volumes, early exploration success 
combined with excellent development results to date 
will give us the flexibility to scale back development 
spending, add reserves through continued exploration 
and still meet our production target. Overall, we are in 
a strong position to weather the cyclical swings in 
commodity prices due to our high quality light oil, low 


operating costs and premium netbacks. 


Upton’s consistent track record would not have been 
achieved without the tremendous enthusiasm and 
dedication of our employees. To recognize their 
contributions, the company recently offered loans to a 
maximum of 15 percent of salary to allow employees to 
purchase shares in the company. Over 95 percent of 
our 43 employees participated, reinforcing their 
dedication and commitment to our company and 
sending a strong signal to the market that our team will 


make a difference in adding value. 


I thank our Board members for their continued 
guidance and support. To our shareholders, | wish to 
extend sincere appreciation for your continued support 
and loyalty. | am confident our team will continue to 
deliver exceptional results and above-average returns, 


and I look forward to sharing in Upton’s success with 


you in 1998 and beyond. 


On behalf of the Board of Directors, 


aa 
ty 


G. Scott Dutton 
President and Chief Executive Officer 


March 10, 1998 
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The Williston Basin has significant light oil potential 
and will continue to be the focus of Upton’s 
exploration and development program. 


Vice President, Operations Greg Henders (second from left) with members of the operations, exploration and land teams (left to right) 
George Hassler, Karen Pagano, Margaret Wyonzek and Mark Bilozir. 


Reserves (thousands of barrels) Operating Expenses (5 per barrel) 


| | | 


1 1993 1994. 1995 1 


Upton’s 1998 goals include extending Over the past three years Upton’s 
its current 4.4 years reserve life index average operating cost per barrel was 
with additional vertical drilling. $ 3.32, reflecting the company’s 


committment to efficient operations. 
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Operations Review 


PTON’S COMBINED GEOLOGICAL, GEOPHYSICAL AND 

ENGINEERING EXPERTISE OF MISSISSIPPIAN RESERVOIRS IN 

THE WILLISTON BASIN HAS CONSISTENTLY LED TO RESERVE 
ADDITIONS THROUGH EXPLORATION AND THE DEVELOPMENT OF 
EXISTING POOLS. IN 1997 THE COMPANY ADDED RESERVES EQUAL TO 
1.7 TIMES PRODUCTION AND CURRENTLY HAS PROVEN AND 
PROBABLE RESERVES TOTALING 7.9 MILLION BARRELS. 


The Williston Basin contains significant untapped 
reservoirs of light and medium crude oil, ranging from 
25 to 40 degrees API. The area has almost year-round 
access and a mature pipeline infrastructure. Upton has — 
a strong presence in the area with over 168,000 net 
acres of undeveloped land. Upton’s production in 1997 
consisted of 92 percent light and eight percent medium 
gravity crude oil. 


Upton’s core strengths lie in the exploration and 
development of Mississippian—aged reservoirs, where 
the pools lie at depths of less than 6,000 feet. The 
company’s strategy has been to focus on these shallow 
zones, where wells can be drilled, completed and 
tied-in for less than $450,000. In areas where targeted 
zones require drilling to depths exceeding 6,000 feet, 
Upton’s strategy is to reduce its exposure by taking 


one or more partners in the project. 


Upton’s strategy is to maximize working interest and 
operate the majority of its properties. In this way, the 
company has maintained operating costs well below the 
industry average. Over the past three years Upton’s 
average operating cost per barrel was $3.32, reflecting 
the company’s commitment to efficient operations. This 
translates into high netbacks and cash flow to supply 
future drilling capital. In 1997 the company had an 
overall average working interest of 63 percent and 


operated over 95 percent of its producing properties. 


Upton’s exploration and development success has been 
greatly enhanced with the advancement of 2—D and 
3-D seismic. The company has made extensive use of 
these new technologies and has a proven ability to 
capture exploration opportunities through the advanced 
interpretation of seismic data. As an example, the 


continued development of our Gainsborough property 


has been enhanced by the acquisition of 3-D seismic data 


since the pool was discovered almost three years ago. 


During 1997 Upton aggressively developed properties 
purchased at Alida/Cantal/Queensdale and Willmar the 
previous year. Total production from these properties 
averaged about 200 barrels per day at the time of the 
acquisitions. In 1997 Upton drilled nine wells on these 
key properties, adding 795 barrels per day production 
and 825,000 barrels of proven reserves. Five additional 


wells have been identified as potential drilling locations 


in 1998. 


Upton has committed $10 million in exploration 
spending in 1998. Geological mapping is complete on all 
of the plays, while mapping continues on a number of 


additional prospects throughout the Williston Basin. 


While Upton’s operations are currently focused purely 
in the Williston Basin, the company continues to 
review and evaluate opportunities in other geographic 


areas and may establish a new core area during 1998. 


Netbacks 


($ per barrel) 


Sales price 
Less 
Royalties 
Operating costs 
Operating netback 
Less 
General and administrative 
Interest 


Capital tax 
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Exploration 


Pangman | 


The majority of the exploration wells Upton has planned 

for 1998 will target the Mississippian reservoirs of the 

Williston Basin. These pools are relatively shallow, 

ranging in depth from 3,000 to 6,000 feet, and drilling 

costs are typically less than $450,000 per well. 

Upton has excellent knowledge and expertise with the 

Mississippian zone, which currently accounts for 

98 percent of the company’s production. Any one SASKATCHEWAN 
of the Mississippian targets identified for 1998 has 

the potential to add one to two million barrels to 

Upton’s recoverable reserves, replacing forecast ' Beaubier 


a Flat Lake 


1998 production. 


The remaining wells planned for 1998 will target the 
deeper Nisku reservoirs. At depths ranging from 
7,000 to 10,000 feet, these wells are expected to 


cost between $450,000 and $600,000 each. However, 


the Nisku zone has the potential to deliver greater 
volumes of oil and longer life reserves compared to _ Grenora 
Mississippian targets. As an example, Upton 

participated in a successful Nisku exploration well in 

early 1998, at 40 percent working interest, at Sinkhole, 

Montana. The well is currently on production and Quartermoon |) 


Upton is evaluating early positive results. 


Sinkhole —~ 


Williston @ 


Little Missouri. 


Tracey Mountain 


1997 


@ Cities 


MANITOBA Exploration Prospects 


& oilfield Pools 


West Kisbey 
"West Wildwood 


Entering 1998, Upton has over 40 exploration 
prospects at various stages of development. The 


three projects highlighted are typical of the 


@ Estevan 
I elcott exploration wells planned for 1998. 
om is 
Arrowhead % 
Bayside | Caliente West Kisbey 
Westie ¢ exploration target with the potential to add up 
to one million barrels of recoverable reserves 
Glen Oaks * targeting a Mississippian zone at depths of 

3,600 feet 

¢ 1998 plans include consolidation of land and 

; one exploratory well 
' East Tioga 


Bayside 


¢ 920 acres of undeveloped land within a 
Mississippian fairway extending from 
Saskatchewan into North Dakota 


* 1998 plans include acquisition of 2-D seismic 
data and one potential exploration well 


¢ 90 percent working interest 


Quartermoon 


¢ 33 percent interest in 528 acres of land with 
two other partners 


* targeting a porous Nisku reservoir at a depth of 


NORTH DAKOTA 10,000 feet 


* 1998 plans include acquisition of a 3-D seismic 
program which will determine the drilling plan 


~~ Oakdale 


Bismarck @ 
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Development 


Midale/Weyburn 


¢ current production from the Frobisher beds is 
over 400 barrels per day 

* during 1997 Upton drilled seven (2.9 net) 
Frobisher wells 

¢ Red River production averaged 600 barrels per 
day in 1997 

¢ 1998 plans include 13 wells at a 100 percent 
working interest in the Frobisher beds 


* average daily 1998 production targeting S A SK AT G HEWAN 


800 barrels per day 


Midale/Weyburn @ 


Portal 


¢ an early 1998 vertical discovery targeted | 
M 


ississippian-aged reservoir at a depth of 


5,000 feet 


* 100 percent working interest with a land base 


totaling 2,500 net undeveloped acres 


¢ 1998 plans include acquisition of 3-D seismic 


data and further vertical drilling 
Brush Mountain 
* one (0.5 net) vertical well during 1997 


¢ the property was brought on stream at the Brush Mountain a 
end of 1997 | 


¢ total current production is 110 barrels per day, 


55 barrels net to Upton i Palomino 


¢ 3-D seismic program and an additional one | 
(0.5 net) horizontal well planned for 1998 
@ Williston | 


Tracey Mountain Creek Butte Bl 


* one (0.36 net) horizontal well completed in 
early 1998 

* total current production is 220 barrels per day, 
78 barrels net to Upton 

° five additional wells at 48 percent working 
interest are planned for 1998, testing both the 
Tyler sand and the Fryburg reservoirs 


MONTANA : : ) 


@ Cities 


Principal Producing Properties 


Recent Exploration Success 
§ Oilfield Pools 


Tracey Mountain 
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White Bear fill 
Dstar valley 1 Parkman 
aclarilaw 
“ Bi Wildwood 


“parr 


~ Willmar 
Steelman 7) 


zal Benson 


South Alameda © 


@ Estevan 


NORTH DAKOTA 


MANITOBA 


Principal Producing Properties 


Parkman 


@ Bell&garde 


Mi Alida/cantal/Queensd le 


Gainsborough [@ 


Bismarck @ ° 


Gainsborough 


Kisbey/Clarilaw 


purchased in 1989 
drilled 14 (8 net) wells in 1997 
production averaged 400 barrels per day 


average working interest in the producing wells 
is 40 percent 


proven and probable reserves are estimated at 
370,000 barrels 


crude quality is light, about 32 degrees API 


1998 plans include five (2.1 net) wells to 
maintain production at 400 barrels per day 


Alida/Cantal/Queensdale 


purchased in 1996 


Upton has taken production from 
80 to 1,500 barrels per day 


five (3.3 net) wells drilled during 1997 


proven and probable reserves estimated at 
1.5 million barrels 

average crude quality is 37 degrees API 
1998 plans call for an additional 4 (3.3 net) 
horizontal wells and average production of 
1,500 barrels per day 


1997 production averaged 1,510 barrels per day 


purchased an additional 24.5 percent 
interest in 1997, adding 230 barrels per day 
production and 240,000 barrels proven plus 
probable reserves 


drilled 20 (16.6 net) wells during 1997 


average 82 percent working interest in the 
producing wells 


proven and probable reserves estimated at 
2.4 million barrels 


crude quality averages 32 degrees API 


1998 plans include five (3.7 net) wells for 
average production of 1,300 barrels per day 


during 1997 Upton drilled one (0.5 net) well 


production averaged approximately 300 barrels 
per day 


average working interest in the producing wells 
is about 93 percent 


proven and probable reserves are estimated at 
730,000 barrels 


crude quality is 35 degrees API 


1998 plans include two re-entry horizontal legs 
for production of 300 barrels per day 
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Land Acquisitions 


Upton’s land strategy is to maintain a high overall 
working interest in all our projects while maintaining 
control over operations. The company invested $5.8 
million in 1997 on land acquisitions to make significant 
additions to its undeveloped land base and increase 


corporate working interest to 63 percent. 


Undeveloped land holdings at year end totaled 
266,000 (168,000 net) acres, split 69 percent in 
Canada and 31 percent in the United States. 

Average acquisition costs were $58 per acre in Canada 
and $141 per acre in the United States. Higher land 
costs in the U.S. were due to competitive conditions at 


Brush Mountain and Tracey Mountain. 


Total Land (thousands of net acres) 
Esieleae 189 
iB 2 


1997 


Upton’s growing land base _ positions 
the company with numerous future 
prospects. 


Upton purchased over 67,000 acres in 1997 

covering numerous exploration and development 
prospects. The company successfully acquired large 
freehold blocks of land at Pangman, Northgate and 
Wildwood and supplemented these purchases with 
strategic Crown acquisitions. In the United States, 
Upton was active at Brush Mountain, Little Missouri 
and Tracey Mountain, acquiring a combination of 


freehold, state and federal lands. 


Upton completed a number of transactions in the 
Midale/Weyburn area of southeastern Saskatchewan 
in 1997 which increased the company’s overall net land 


base by 37,500 acres. 


Drilling 


Upton’s strategy is to operate the majority of its wells. 
Of the 77 (48.5 net) wells drilled in 1997 the company 
operated 64 (44.4 net). 


Upton’s 1997 drilling program resulted in 62 (37.9 net) 
oil wells, 14 (9.6 net) dry holes and one salt water 
disposal well. Upton’s average working interest of 

63 percent reflects the company’s strategy of 
maintaining high working interests in the majority of its 
properties, allowing the company to control timing, 


maintain low operating costs and maximize netbacks. 


Nearly half of the development wells drilled during the 
year were horizontal, with impressive results. 
Overall, Upton has found horizontal technologies lead 
to improved recoveries and excellent operating 
efficiencies in the shallow Mississippian zones. The 
company intends to continue to develop its in-house 


horizontal drilling skills and expertise. 


Upton’s 1998 drilling program places an emphasis on 
increasing production at existing properties and 


developing recent exploration discoveries. 


1997 Drilling Results 


Development Total Total Grand Total 
Horizontal Vertical Development Exploration 
Gross Wells Gross _ Net Gross Net Gross Net Gross Net Gross Net 
Oil AY eS) 26.0 13.0 510) 3029 10 G30 62.0379 
Dry 3.02.8 230 le 5.0 4.0 90:6 14.0 9.6 
Salt water disposal 0.0 0.0 1.0 “1.0 10 1.0 0.0 0.0 HO 420 


Operated 


26,0 eae 25.0 
Non-operated 2.0 0.6 4.0 


14.2 51.0 35.3 (5/0 Reonl 


64.0 44.4 
1.0 6.0 1.6 7.0225 (3x0) ell 


Production 


During 1997 production increased 35 percent over 

the previous year to 4,852 barrels per day. As of 
February 1998 daily production had increased to 

5,300 barrels, with the majority of the increase coming 


from Midale and Alida/Cantal/Queensdale, where two 


new wells have been drilled since October 1997. 


Virtually all of Upton’s production during 1997 was 
light sour crude oil. Upton operates over 95 percent of 


its producing properties. 


Major Producing Properties 


(barrels per day) February 1998 
Gainsborough 
Alida/Cantal/Queensdale 1,585 
Midale 408 
Star Valley 438 
Parkman 296 
Clarilaw/Kisbey 270 


Other 


Operating costs during 1997 averaged $3.65 per barrel, 
a 35 percent increase over 1996 operating costs of 
$2.70 per barrel. The increase was primarily due to the 
$6.93 per barrel operating costs associated with the 
Midale Red River deep production that drove third 
quarter operating costs up to $5.16 per barrel. In the 
fourth quarter, with the Red River production sold, 


operating costs were $3.24 per barrel. 


Upton expects 1998 production to average 5,500 barrels 
per day, with the majority of the increase coming from 
new pools, offsetting declining production at existing 


producing properties. 


% of Total 1996 1995 1994 
1,663 268 = 

502 367 ds 

345 277, 31 

238 241 181 
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Reserves 


Reserve additions during the year, as estimated by 
Sproule Associates Limited, the company’s independent 
evaluation consultant, were 2.9 million barrels. The 
increase brought total proven and probable reserves to 
over 7.9 million barrels at year end, an increase of 17 
percent over the previous year. The most significant 
reserve additions were made through drilling at 


Gainsborough, Alida/Cantal/Queensdale and 


Reconciliation of Changes in Reserves 


Crude Oil (thousands of barrels) 
Balance December 31, 1996 
Additions 
Revisions of prior estimates 
1997 production 
Balance December 31, 1997 


Midale. In addition, the company purchased an 
additional 24.5 interest at the Gainsborough property 
for $2.5 million, adding a further 340,000 barrels in 
proven and probable reserves. Significant reserve 
additions for 1998 are expected to come from Brush 
Mountain, Midale, Wildwood, Tracey Mountain and 


Portal, along with additions from core properties. 


Proven Probable Total 
TSH 950 6,747 
3,126 265 3,391 

(443) - (443) 

(1,771) - (1,771) 

6,709 1,215 7,924 


Reserve evaluations done by Sproule Associates Limited as of December 31, 1997. 


Present Value of Future Cash Flow 


($thousands) 
Discounted at: 


10% 12% 
68,016 65,176 
3,289 3,033 


Total proven 
Probable 


Probable values have been reduced 50 percent to account for risk. 


Major Properties Reserves and Values 


(as of December 31, 1997) 


Gainsborough 2,361 
Alida/Cantal/Queensdale Ae Silid 
Clarilaw/Kisbey T27 
Star Valley 404 
Tracey Mountain 394 
Parkman 370 
Midale 342 
Willmar 535 
Other 1,481 


53,298 
1,966 


Crude Oil 


(thousands of barrels) 


12% 15% 10% 12% 15% 
50,795 47,567 33,469 31,903 29,855 
1,721 1,398 1,031 876 683 


Value Crude Quality 
(%) ($ thousands) (%) (°API) 
30 23,667 35 32 
19 133736 20 3y/ 
9 6,018 9 35 
5 4,550 ZL 36 
5 2,916 4 40 
5 3,076 5 sy 
4 3,939 6 32 
4 2,561 a 36 
19 7,746 11 = 


Estimated future net revenue before income taxes, discounted at 12 percent, as evaluated in the reserves evaluation. 


Reserves Comparison 


(thousands of barrels) 


Proven 
Probable 


Sy 4,278 25923 3,586 


Pricing Assumptions (Sproule Associates Limited) 


Crude Oil Price 


WTI at Cushing, Oklahoma Edmonton par — 40° API 

Year (US$ per barrel) (Cdn$ per barrel) 
1998 20.52 Dif fea) 

1999 21.06 27.69 

2000 21.61 28.43 

2001 PAV 2IAY 

2002 PDMS 29.97, 

2003 TB) 235) 30.77 

2004 23.96 Bir 

2005 24.58 32.44 

2006 DIS) Je) 3}3),.310) 

2007 25.88 34.19 

2008 26.56 35.10 

2009 27.25 36.04 

2010 27.96 37.00 
Thereafter +2.6 percent each year +2.6 percent each year 
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\nnual Report 


Low debt and high cash netbacks provide Upton 
with the financial strength to weather periods 


of volatile commodity prices. 


Vice President, Finance Phil Grubbe (centre) with members of the accounting, land and administration teams (left to right) Darren Dittmer, 


Laury Chapman, Shawna Venables and Martin Rude. 


Cash Nethacks (s a barrel) 
HRS Peal ee ae 13184 


1993 1994 1995 1996 | 1997 


Upton’s cash netbacks are among the 


highest in its peer group. 
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Debt to Cash Flow Ratio 
Lee aes (iat Eo cate (ee 
i 1.20 


1993 1994. 1995 1996! 1997 


Upton’s objective is to maintain debt 


levels at below 1.5 times cash flow. 


Management’s Discussion and Analysis 


(all tabular figures in thousands of dollars, unless otherwise noted) 


Highlights 


The highlights of Upton Resources Inc.’s financial performance for the year ended December 31, 1997 are summarized 


as follows: 
¢ Revenue increased 97 percent to $42.8 million on 1.8 million barrels production. 
. Basic cash flow from operations increased 26 percent to $22.9 million. 


+ Basic cash flow per share of $1.52 was equal to 1996 despite a 25 percent increase in the weighted average 


number of shares outstanding. 


¢ Upton incurred a loss of $18.9 million or $1.25 basic per share as a result of a ceiling test write-down 


compared to 1996 earnings of $5 million and $0.42 per share. 


+ The depletion and depreciation provision increased substantially to $47 million which included a ceiling test 


write-down of $97 million. 


¢ Net capital expenditures increased 143 percent to $66.9 million. 
+ The debt to cash flow ratio at year end improved to 0.72 from 0.87 as at December 31, 1996. 
¢ New equity was raised, increasing capital stock 336 percent to $53.6 million, while the number of shares 


outstanding increased 36 percent to 16.6 million shares. 


+ Canadian income tax pools increased 146 percent to $68.4 million. 


Operating Income 


% Change 
27 16,879 


Oil revenue 
Royalties 
Production expenses 


Netbacks (g per barrel) 
Sales price 25.69 (6) 21.42 
Royalties 


Operating expenses 


Upton’s operating income increased 25 percent to $28 million in 1997 due to higher production volumes, offset 


somewhat by marginally lower oil prices. 


Oil production increased 35 percent in 1997, averaging 4,852 barrels per day, as a result of the company’s exploration, 
development and acquisition activities in southeastern Saskatchewan. The Red River play at Midale, acquired in 


February 1997 and sold effective October 1, 1997, added 593 barrels per day to 1997's production. 


The company’s average oil price dropped six percent from the prior year primarily as a result of recognizing a 
hedging loss of $1.7 million which was liquidated late in 1996 (see note 4 accompanying the consolidated financial 


statements). 


Despite the increase in revenue, royalties were lower in 1997 at 19 percent of gross revenue, compared to 95 percent 


in 1996. The decrease was due to royalty holidays on new production. 
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Production Expenses 


Production volume (thousands of barrels) 


Production expenses (sthousands) 


Upton’s per barrel operating costs increased 35 percent in 1997 to $3.65 per barrel, primarily due to the higher costs 
of $6.95 per barrel incurred for the Midale Red River deep production. These costs were among the lowest in the 


company’s peer group. Operating costs excluding the Red River production were $3.20 per barrel. 


General and Administrative Expenses 


1996 % Change 1995 

Gross expenses 3,803 30 1,919 
Less: Recoveries 

Overhead 1,376 36 748 

Capitalized general and administrative 544 37 365 
Average Cost ($ per barrel) 

Gross 2.78 2.89 (4) 2.44 
Number of employees 

Head office 32 21 52 14 

Field operations 11 13 (15) 11 


Higher staff levels resulted in increased gross general and administrative expenses in 1997 compared to the previous 
year. These were offset by higher recoveries related to an expanded capital program. On a per barrel basis, net 


general and administrative costs declined nine percent to $1.31. 


Interest and Financial Expenses 


1996 % Change 


Credit facility 349 199 500 
Debentures 618 (30) 338 
Acquisition 23 57, - 
Disposals 


Total 


Upton’s primary borrowings are through its bank line of credit. The average outstanding balance on this line in 1997 


was $22.3 million, representing a substantial increase over 1996 due to the expanded capital expenditure program. As 
a result, interest expenses from the credit facility increased 199 percent. The company repaid a $2.5 million debenture 


on April 22, 1997 which resulted in reduced interest costs from this source of financing. 
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In December 1997 the company closed the sale of its Midale Red River deep rights and production for a cash payment 
of $25 million and other property consideration. The transaction was effective October 1, 1997, resulting in $302,000 
in interest income to Upton. The cash proceeds reduced the company’s line of credit balance to $13.5 million at 
December 31, 1997. 


In May 1997 Upton completed a public issue of 4.4 million special warrants, resulting in net proceeds of $40 million. 
These proceeds, along with cash flow from operations and an increase in debt outstanding of $0.7 million to 


$16.6 million at December 31, 1997, financed a capital expenditure program of $66.9 million in 1997. 


Current and Capital Taxes 


1996 % Change 
54 107 335) 
1,141 31 512 


Federal capital taxes 
Saskatchewan capital taxes 
Current taxes 


Federal capital taxes are based on year-end equity and debt levels. In 1997, this expense increased 107 percent to 


$112,000 as a result of the growth in the company’s capitalization. 


Saskatchewan capital taxes are based on oil and gas sales revenue in that province. The increase of 31 percent to 


$1.5 million was directly a function of the 27 percent increase in oil revenue. 


The current tax expense is the result of adjustments to the 1996 tax return. 


Cash Flow from Operations 


% Change 


Production netbacks ($ per barrel) 


Sales price 25.69 (6) 21.42 
Less: 
Royalties bic3 (20) 3.88 
Operating expenses 2.70 35 3.61 
General and administrative 1.43 (9) 1.02 
Interest 0.75 (7) 1.06 


Current and capital tax 


Upton’s cash flow from operations increased 26 percent to $22.9 million in 1997. This was due to the 35 percent 


increase in volumes during the year, slightly offset by a seven percent decline in the cash netback to $12.94 per barrel. 


Upton o> 
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Income Tax Pools 


Canadian Oil and Gas 


Property Expense 10,882 187 6,815 
Canadian Development Expenses 9,770 138 6,359 
Canadian Exploration Expense — - 310 


Undepreciated Capital Cost 


The company’s Canadian Oil and Gas Property Expense tax pool (10 percent annual claim) increased 187 percent due 


to the February Midale Red River deep production and rights property acquisition, net of its disposal in December. 
Upton’s Canadian Development Expense tax pool (30 percent annual claim) increased 138 percent due to the 53 
percent increase in net wells drilled and an increase in costs per well. Upton retains $1.9 million of Canadian 
Exploration Expense (foo percent annual claim) and Undepreciated Capital Cost of $12 million which increased 68 


percent reflecting the high number of successful wells requiring facilities (four to 100 percent annual claim). 


At December 31, 1997 Upton had an excess of tax pools over the net book value of its Canadian assets of $3.5 million. 
In the United States, costs of US$8.1 million are available to be claimed against future taxable income. Upton did not 
book tax recoveries against either amount in 1997. Future income will be shielded from income tax as it is earned in 


each tax jurisdiction to the maximum of the amounts stated above. 


Depletion, Depreciation, Abandonment and Restoration 


1996 % Change 


Depletion and depreciation 
Ceiling test write-down 
Abandonment provision 


* excluding write-down provision 


Depletion, depreciation and site restoration expenses increased $37 million to $47 million in 1997 primarily as a result 
of a ceiling test write-down at year end. The write-down was related to low year-end oil prices and the 
unsatisfactory results of the acquisition and subsequent disposition of the Midale Red River deep rights and 
production in southeastern Saskatchewan. The depletion rate increased throughout 1997 primarily due to reserve 
additions that did not keep pace with expenditures. The ceiling test write-down was calculated based on the actual 


December 1997 price realization of Cdn$29.38 per barrel. 


Deferred Income Taxes 


The deferred tax recovery of $5.6 million was primarily related to the recovery associated with the ceiling test 


write-down of $97 million. 


Net Earnings 


1996 % Change 


Cash flow from operations 22,920 
19,765 
27,062 

547 


5,570 


Less: Depletion 
Write-down 
Site restoration 


Plus: Deferred tax recovery (provision) 


In 1997 the company’s net earnings decreased 476 percent compared to the previous year to a loss of $18.9 million due 


to a 26 percent increase in cash flow to $22.9 million, offset by an 11 percent increase in depletion to $19.8 million and 
a ceiling test write-down of $27 million which was reduced by a deferred tax recovery of $5.6 million resulting from 


the write-down. 


Capital Expenditures 


1997 1996 % Change 1995 
Property acquisitions, net of dispositions 4,973 B27 114 
Land and other 2,169 169 2,916 
Exploration and development 16,507 79 6,483 
Equipment and facilities 2755 213 1,933 
Capitalized overhead 544 By 365 
Corporate 568 57 674 
Reserve additions, net of production (thousands of barrels) 
Proven 2,683 2,835 (5) 2,143 
Probable 265 368 (28) 141 
Finding costs (5 per barrel) 
Proven 24.59 O35 159 5.51 
Proven plus probable 22.38 8.41 166 DAT 


Upton’s net capital expenditures increased 143 percent in 1997 to $66.9 million. The increase was due in part to an 
expanded capital program and in part to the acquisition of deep rights and production at Midale. Other acquisitions 
included a $2.5 million purchase of additional working interest at the company’s largest producing property at 
Gainsborough in southeastern Saskatchewan. In addition, the subsequent disposition of the Midale deep properties 
resulted in $25 million in cash proceeds and an increased interest in the shallower Frobisher/Alida rights which 


increased the company’s interest to 50 percent. 


Upton’s 1997 finding and development costs were unsatisfactory and much higher than industry averages due 


primarily to the disappointing results in the Midale Red River play. 
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Long-Term Debt 


1996 % Change 


Long-term debt balance — opening 11,044 44 7,304 
Less: Share issue — special warrants - - = 
Share issue — options 491 (65) 19 
Cash flow from operating activities 23,854 2D 8,726 
Deferred expenditures - - - 
Plus: Net capital expenditures 27,516 143 12,485 
Deferred expenditures 1,678 - - 


Net increase — long-term debt 


Liquidity and Financial Resources 


The company’s financial strategy is to fund capital expenditures from cash flow, supplemented by credit facilities and 
equity issues when appropriate. Upton targets its long-term debt to be less than 1.5 times the next year’s cash flow. 
The company’s capital structure at December 31, 1997 consisted of 24 percent debt and 76 percent of share capital, 


at $16.6 million and $53.6 million, respectively. 


Upton’s authorized credit, all of which is secured, was $24 million at year end, comprised of a $21 million credit 


facility and a $3 million subordinated debenture. 


At December 31, 1997, $13.5 million was drawn on the credit facility, leaving $7.5 million available for additional capital 
expenditures and working capital needs. No principal repayments under the facility agreement will be required in 


1998, although Upton has the option to repay the principal amount of the debenture on October 31, 1998. 


At year end 1997 Upton had 16,606,705 common shares issued and outstanding. This balance reflects 4,354,000 
shares issued by the conversion of special warrants plus 71,600 shares exercised under the employee stock option 


plan during the year. 


During the year 11.1 million shares of Upton traded on The Toronto Stock Exchange, with a high of $12.50, a low of 
$3.15 and a closing price at December 31, 1997 of $4.25. At year end, the directors and officers of the company 


beneficially owned 2.6 million or 16 percent of the common shares. 


Future Business Prospects 


Industry Environment 


The price of oil is affected by global events of an economic, political and environmental nature. These factors may 
cause an imbalance of supply and demand, which in turn affects the price of oil. The world supply and demand balance 
directly affects the oil price realized by Canadian producers, which in turn impacts cash flow and therefore the levels 


of capital expenditure, growth potential and success. 


Oil Prices 


During 1997 the average price of oil remained level relative to that of 1996 but declined throughout the year. Early in 
1998, weakened demand in southeast Asia, increased production from the Organization of Petroleum Exporting 
Countries (OPEC), increased sales by Iraq authorized by the United Nations, a warmer than normal winter in the 


United States and the on-stream production of non-OPEC projects caused a further price decline. 


In addition, the value of the Canadian dollar against its United States counterpart influences prices for Canadian 
producers. The lower value of the Canadian dollar marginally offsets lower U.S. prices for crude oil. Prices are also 
affected by the quality differential between the various grades of crude oil. Over 90 percent of Upton’s oil production 
is light oil while the remainder is a medium grade. Accordingly, the current wide price differential between light and 


heavy crudes has a limited effect on the company’s price realization. 


Activity Levels 


Upton is using a US$17 West Texas Intermediate price assumption and average production of 5,500 barrels of oil per 
day for its 1998 target, resulting in basic cash flow per share of $1.21. Given these assumptions, Upton expects to fund 
a $24 million capital spending program with $20 million in cash flow and the balance through bank lines. If oil prices 
remain weak, Upton may lower its capital spending program. The company’s strategy will be to drill the highest 
quality prospects available to balance growth in production volumes and reserve additions. The company views the 
current low price environment as a buying opportunity and will continue to evaluate small acquisitions to enhance the 


company’s asset base 


Upton’s 1998 Operations 


Oil production in the first quarter of 1998 is anticipated to average approximately 5,200 barrels per day, or seven 
percent higher than the annual 1997 average. The company expects moderate increases over the balance of the year, 


consistent with the selective capital program necessitated by reduced oil prices. 


The US$t7 WTI price assumption translates to a Canadian well head price realization of $20.30 per barrel after 
accounting for the quality and transportation differential. Royalties are forecast to increase marginally to 21 percent. 
Lease operating costs are forecast at $3.50 per barrel. Upton’s production is primarily from shallow, low-cost 
properties, allowing the company to operate with a low cost structure and realize strong netbacks even during periods 
of weak oil prices. General and administrative costs are estimated to be approximately $1.35 per barrel in 1998, slightly 
higher than the $1.31 per barrel recorded in 1997. A higher staff complement of 45 employees reached in 1997 is not 


expected to increase in 1998. 


Interest expenses are expected to increase 14 percent over 1997, while debt levels are projected to average $23 million 
in 1998. Depletion, depreciation and site restoration expenses are expected to drop significantly to below $9.00 per 
barrel as a result of the sale of Midale Red River property, the year end ceiling test write-down and new reserve 


additions throughout the year. 
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Upton does not expect to pay current taxes in 1998 due to the significant tax pools carried forward from 1997. Capital 
taxes are anticipated to be 3.25 percent of revenue due to the 3.6 percent charged on predominantly Saskatchewan- 
based revenue. Deferred tax is expected to be minimal as future tax benefits of losses not recognized in 1997 will be 


realized in 1998. 


Cash Flow Sensitivities 


Impact on cash flow $ per share 
Oil price change (us$1 wr! per barrel) 2,100 0.13 
Oil production volume change (100 barrels per day) 500 0.03 
Interest rate change (one percent) 200 0.01 
Exchange rate change (cdngo.01) 300 0.02 


Cash flow from operations is dependent on a number of factors, some of which are not within Upton’s control. The 


table above indicates Upton’s sensitivities to fluctuations in the industry environment anticipated for 1998. 


The Year 2000 Challenge 


Upton relies significantly on information technology to manage its business effectively and compete regionally in the 
petroleum industry. Upton is currently taking proactive steps to mitigate the risk related to systems applications and 
hardware which are not Year 2000 compliant. In 1997 Upton inventoried all systems applications and hardware, 
assessing each for Year 2000 compliance. Each vendor has been contacted to determine compliance status and confirm 


action plans where deficiencies exist. 


With responses received from vendors supplying major applications, the majority of Upton’s systems are either 
compliant, are not date sensitive or — as in the case of the company’s production accounting, financial and land 
systems — are being modified by the vendor to become compliant in 1999. In this case, the vendor’s progress is 
being monitored by a user group of oil producers. Systems testing is planned for late 1998 to ensure the risk is 


managed satisfactorily. 


Business Risks 


The oil and gas industry confronts various risk classifications. Many of these risks are standard to all businesses, 
while others are specific to the petroleum exploration, development and production industry. These are summarized 


into operational, financial and regulatory risks on the accompanying page. 


Operational Risks and Mitigating Strategy 


Risk 


Recruiting and retaining quality professional staff. 


Finding and developing economical petroleum 


reserves. 


Maintenance of reservoir production performance. 
Marketing oil production. 
Accidental failure of various equipment used 


to find and develop reserves. 


Employee and third party, environmental 


and safety. 


Financial Risks and Mitigating Strategy 


Risk 


Negative effects of market-driven commodity price. 


Negative effects of foreign exchange rate 


fluctuations. 


Negative effects of interest rate changes. 


Regulatory Risks and Mitigating Strategy 


Risk 
Government energy policies, taxation laws 


and operational laws. 


Mitigating Strategy 

Employing only qualified, experienced and 
professional staff, supported by competitive 
compensation programs. 


Continuing to focus on areas of expertise such as 


the Williston Basin. 


Proactive maintenance and the application of 


current technologies where appropriate. 


Contracting marketing functions to experienced, 


proven third party marketing professionals. 


Maintain prudent levels of insurance for all possible 


contingencies. 


Providing ongoing safety and environmental 
courses and training for all applicable staff. 


Mitigating Strategy 
Management has the authority to hedge the price 
of up to 50 percent of oil production. 


Foreign exchange rate changes have a relatively 
minor impact on Upton’s cash flow. However, 
exchange hedge contracts are purchased where 
appropriate to mitigate the impact of fluctuations in 


the exchange rate, 


The company maintains a policy of long-term debt 
at less than 1.5 times annual cash flow. Due to 
current low interest rates, interest rate fluctuations 


have a relatively minor impact on Upton’s cash flow. 


Mitigating Strategy 

Upton follows all rules and regulations required by 
government policies and procedures. The company 
carefully monitors goverment policies which could 


significantly affect the firm. 


Environmental issues, community, resident 


and employee needs. 


All facilities are routinely maintained under high 
regulatory and company standards. 
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Management’s Statement of Responsibility 
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The accompanying consolidated financial statements of Upton Resources Inc. were prepared by and are the 
responsibility of management. They have been prepared in conformity with Canadian generally accepted accounting 
principles. The financial information in the annual report has been reviewed to ensure consistency with the financial 


statements. 


Management maintains systems of internal accounting control designed to provide reasonable assurance that all 
transactions are properly recorded in the company’s book of accounts, that procedures and policies are adhered to and 


that assets are safeguarded from unauthorized use. 


Coopers & Lybrand, an independent firm of chartered accountants, has been engaged, as approved by the 
shareholders’ vote at the last annual meeting, to examine the consolidated financial statements in accordance with 


Canadian generally accepted auditing standards and provide an independent professional opinion. 


The audit committee is composed of four members of the Board of Directors and meets quarterly with the financial 
officer of the company. The external auditors of the company have access to the audit committee with or without 
management being present. Meetings are held between the external auditors and the audit committee to review the 
planning and scope of testing and to discuss the results of their audited work. The external auditors issue a 
management letter. On the recommendation of the audit committee, the consolidated financial statements have been 


approved by the Board of Directors. 


G. Scott Dutton Philip H. Grubbe, C.A. 
President and Chief Executive Officer Vice President, Finance and Chief Financial Officer 


February 19, 1998 


Auditors’ Report 


To the Shareholders of Upton Resources Inc., 


We have audited the consolidated balance sheets of Upton Resources Inc. as at December 31, 1997 and 1996 and the 
consolidated statements of earnings, loss, retained earnings and deficit and changes in financial position for the years 
then ended. These consolidated financial statements are the responsibility of the company’s management. Our 


responsibility is to express an opinion on these consolidated financial statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards require that we 
plan and perform an audit to obtain reasonable assurance whether the financial statements are free of material 
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by 


management, as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of 
the company as at December 31, 1997 and 1996 and the results of its operations and the changes in its financial position 


for the years then ended in accordance with generally accepted accounting principles. 


t Keyra 


Chartered Accountant 


Calgary, Alberta 


February 19, 1998 
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Consolidated Balance Sheets 


As at December 31 (thousands of dollars) 1997 1996 
ASSETS 


Current assets 
Accounts receivable 
Property and equipment (note 3) 


Deferred expenditures (note 4) 


LIABILITIES 
Current liabilities 
Accounts payable 
Long-term debt (note 5) 
Deferred income taxes 


Abandonment and restoration provision 


SHAREHOLDERS’ EQUITY 


Capital stock (note 6) 12,306 
Retained earnings (deficit) 10,679 
22,985 


Signed on behalf of the Board of Directors, 


WI & Slee 


William R. Dutton 


Director 


Gary H. Huntington, C.A. 


Director 
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Consolidated Statements of Earnings, Loss, Retained Earnings and Deficit 


For the years ended December 31 (thousands of dollars) 1997 1996 

Revenue 
Crude oil $ 42,826 So033,7 97, 
Less: Royalties and production taxes 8,216 7,678 
26,119 

Expenses 
Production and operating 3,549 
General and administration 1,883 
Interest on long-term debt 990 
Depletion and depreciation (note 3) 9,354 
Abandonment and restoration provision 532 
Earnings (loss) before taxes 9,811 

Income taxes (recovery) (note 7) 

Current and capital 1,491 
Deferred 3,297 
(3,901) 4,788 
Retained earnings — beginning of year 5,656 
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Consolidated Statements of Changes in Financial Position 
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For the years ended December 31 (thousands of dollars) 
Operating activities 
Net earnings (loss) for the year 
Items not affecting cash — 
Depletion and depreciation 
Abandonment and restoration provision 


Deferred income taxes 


Net increase in non-cash working capital balances 


Financing activities 
Increase in long-term debt 
Decrease (increase) in deferred expenditures 


Issue of capital stock 


Investing activities 
Additions to property and equipment 


Proceeds on sales of property and equipment 


$ 


1996 


Notes to the Consolidated Financial Statements 


(Tabular amounts in thousands of dollars, unless otherwise noted) 


Company Activities 


The company is incorporated under the laws of Saskatchewan and its principal activity is the exploration, 


development and production of oil properties. 


Significant Accounting Policies 


Principles of Consolidation 


The consolidated financial statements include those of the company and its wholly-owned subsidiary, Upton 


Resources U.S.A., Inc. 


Joint Ventures 


Substantially all exploration and production activities are conducted jointly with others. These financial 


statements reflect only the company’s proportionate interest in such activities. 


Property and Equipment 
(a) Capitalized costs 


The company follows the full cost method of accounting, whereby all costs related to acquisition, exploration 
for and development of oil reserves, whether productive or unproductive, are capitalized and accumulated in 
separate cost centres for Canada and the United States. Proceeds from the disposition of oil properties reduce 
capitalized costs with no gain or loss recognized unless such disposition would significantly alter the depletion 


and depreciation rate. 


The company applies a ceiling test to capitalized costs on an annual basis to ensure that such costs do not 
exceed estimated future net revenues from production of proven reserves using year end sale prices, plus the 
cost of undeveloped properties net of impairment, less development costs of proven undeveloped reserves, 


administrative, financing, site restoration and applicable income and capital tax costs. 


(b) Depletion and depreciation 


Depletion and depreciation of resource properties and equipment are provided on the unit of production method 
based on total proven reserves before royalties as estimated by independent engineers. The latest independent 
engineer’s report was effective December 31, 1997. Undeveloped properties are excluded from the depletion 


calculation until quantities of proven reserves or impairment can be determined. 


Depreciation on building, vehicles and office equipment is computed using the diminishing balance method at 


annual rates of 5 percent to 30 percent. 


Abandonment and Restoration Provision 


The annual provision for future abandonment and site restoration costs is based on estimates made by 
management and is charged to income using the unit of production method where the ratio of current year 
production to proven reserves determines the proportion of site restoration costs to be expensed. The 
accumulated amount represents the aggregate of such annual provisions less the aggregate of actual site 


restoration expenses incurred. 
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Foreign Currency Translation 


The company translates the foreign denominated monetary assets and liabilities of integrated foreign operations 
at the exchange rate prevailing at the year end, non-monetary assets and liabilities are translated at historical 
rates of exchange, and revenues and expenses are translated at the monthly average rate of exchange. Exchange 
gains and losses arising on translation of the accounts are included in consolidated earnings unless related to 


long-term items, in which case they are deferred and recognized over the life of the related item. 


Hedging Activities 


The company enters into contracts to supply crude oil at fixed prices on a portion of its crude oil production to 
protect its future earnings and cash flows from the potential adverse impact of low crude oil prices and not for 
speculative purposes. Gains or losses on these contracts are included in revenues at the time of sale of the 


related hedged production. 


In addition, the company enters into contracts to fix the US/Cdn dollar exchange rate. Gains or losses on these 


contracts are included in revenues as the monthly contract expires. 


3. Property and Equipment 


1997 1996 
Petroleum properties 141,577 
Other property and equipment 
144,442 
Less: Accumulated depletion and depreciation 


Capitalized expenditures relating to unproven properties which includes land costs and related seismic costs 


excluded from the depletion base are as follows: 


1996 


Canada 
United States 


Effective February 1, 1997, the company purchased certain oil properties for cash consideration of $38,500,000. 


The purchase was financed through a private placement of special warrants (refer to note 6). 


Effective October 1, 1997, the company entered into an Asset Exchange Agreement whereby certain oil and gas 


properties were exchanged for other oil and gas properties, undeveloped lands and cash of $25,000,000. 


In 1997, the company capitalized indirect general and administrative costs of $746,000 (1996 — $544,000) 


relating to exploration and development activity. 


As a result of applying the annual ceiling test evaluation at December 31, 1997, the company reduced the 
carrying value of its Canadian oil and gas properties by $21,090,638 ($15,106,566 net of deferred taxes). In 
addition, the company reduced the carrying value of its United States oil and gas properties by $5,971,278 
($5,803,434 net of deferred taxes). 


Deferred Expenditures 


In 1996, the company terminated certain crude oil forward sale agreements. The resulting unamortized cash 
settlement cost was recognized into income as a reduction to production revenues during 1997 based on the 


related forward sale agreements. 


Long-Term Debt 


1996 
10,244 


Credit facility 
Senior subordinated debentures 
Mortgage 


Credit Facility 


At year end, the company had a $21,000,000 (1996 — $14,000,000) revolving demand credit facility which can 
be drawn in the form of loans or bankers’ acceptances. As at December 31, 1997 the company had drawn 
$13,488,554 (1996 — $10,244,026) from the credit facility consisting of a $1,488,554 demand loan and 
$12,000,000 in bankers’ acceptances. The demand loan bears interest at the bank’s prime lending rate per 
annum paid monthly in arrears. The bankers’ acceptance bears interest at the bank’s prime acceptance fee rate 
per annum paid in advance. The credit facility is reviewed annually by the bank and provided certain covenants 


are met, no principal repayments will be required in the next 12 months. 

Collateral pledged for the credit facility is comprised of the following: 

(a) A $20,000,000 fixed charge demand debenture over the company’s major oil and gas properties; 
(b) A general security agreement and floating charge on the company’s land and 


(c) Subordination and postponement agreement between the Saskatchewan Government Growth Fund, the 
debenture holder, and the bank. 


Senior Subordinated Debentures 


The $3,000,000 debenture requires quarterly interest payments at a rate of 11.265 percent per annum. The 
principal amount is due November 1, 2000, however, the company has the option to repay the full principal 


amount of the debenture on October 31, 1998 by giving written notice to do so 60 days prior to such date. 


During the year, the company extinguished a debenture outstanding at December 31, 1996 in the amount of 


$2,500,000 by drawing down its credit facility. 


As collateral for all amounts required to be paid under the debenture agreement, the company has issued a 
debenture which provides a first charge on all of the present and after acquired businesses, assets and 
indebtedness of the company. This debenture is sub-ordinated to collateral pledged under the company’s 


credit facility. 
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6. Capital Stock 
Authorized — Unlimited number of common shares. 


Issued and Outstanding — 


Number of Shares Amount 
Balance — December 31, 1995 11,913,887 SiS 
Options exercised 267,218 491 
Balance — December 31, 1996 12,181,105 12,306 
Options exercised 71,600 172 
Special warrants exercised 4,354,000 42,452 
Share issue costs (net of tax benefits of $1,061,116) - (1,298) 


Employee and Directors Stock Options 


Stock options to acquire common shares are granted to employees from time to time at exercise prices equal 
the market value of the shares at the date of grant. At December 31, 1997 and 1996 the following options were 


granted and outstanding: 


Number of Options 1996 
Balance — January 1 1,120,600 1,186,485 
Stock options granted 562,800 227,000 
Stock options exercised (71,600) (267,218) 
Stock options cancelled (46,500) (25,667) 


The stock options vest over a three year period from the date of grant and, if unexercised expire 


as follows: 

Number of Weighted Average Proceeds of 
Year of Grant Year of Expiry Stock Options Exercise Price (1) Exercise Price 
1991 1999 401,000 e200 481,200 
992 2000 85,000 1.65 140,250 
1993 2001 120,000 2.50 300,000 
1994 2002 23,000 1:35 31,050 
1995 2003 216,000 1.86 402,320 
1996 2004 204,000 5.51 1,124,550 
1997 2005 516,300 8.40 4,336,295 


(1) $ per share 


7. Income Taxes 


The provision for deferred income taxes reflects an effective tax rate which differs from the expected Canadian 


income tax rate. The differences are as follows: 


Expected combined Canadian federal 


and provincial income tax rate 46% 
Expected provision for income taxes 4,513 
Increase (decrease) resulting from — 

Resource allowance on Canadian production income (2,913) 

Non-deductible depletion and other 91 

Royalties and production taxes paid to the Crown 1,902 

Current and capital taxes 1,195 


Future tax benefit of losses not recognized 


At December 31 the following deductions were available to claim against future taxable income: 


Canadian exploration expense 1,904 
Canadian development expense 23,247 
Canadian oil and gas property and expense 31,274 
Undepreciated capital cost 11,985 


In addition, the company has costs of US$8.1 million (1996 — US$4.2 million) which may be claimed against 


future income in the United States. 


8. Segmented Information 


Canada United States Consolidated 
Year ended December 31, 1997 
Revenues 42,264 562 42,826 
Earnings (loss) before taxes (16,602) (6,183) (22,785) 
Net capital expenditures 62,369 4,496 66,865 
Identifiable assets 73,750 5,932 79,682 
Year ended December 31, 1996 
Revenues 335219 578 33,797 
Earnings (loss) before taxes 9,812 (1) 9,811 
Net capital expenditures 24,940 2,576 27,516 
Identifiable assets 51,869 8,072 59,941 
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9. Per Share Information 


0.42 


Basic earnings (loss) per common share (1.25) 


Fully diluted earnings (loss) per common shares (1.25) 0.38 
Basic cash flow per common share (| -sy2 {|.Sy2 
Fully diluted cash flow per common share 1.35 1.38 
Weighted average number of 

basic common shares outstanding 15,054,774 12,015,625 


Weighted average number of fully diluted 
common shares outstanding 


17,081,913 13,171,584 


10. Financial Instruments and Hedging Activity 


The company’s financial instruments recognized in the financial statements consist of accounts receivable, 
accounts payable and long-term debt. The fair value of these financial instruments approximate their carrying 
amounts due to the short-term maturity of these instruments, while the par value of the long-term debt credit 
facility approximates its carrying amount as the interest rate is a floating market rate. The par value of the 


senior subordinated debenture is not significantly different from its carrying amount. 


Effective January 1, 1998 and expiring February 28, 1998, the company has a contract to sell 1,000 barrels 
per day of its future oil production for Cdn$28.04 The fair value of this contract at December 31, 1997 is a gain 


of $263,000. 


Effective January 1, 1998 and expiring December 31, 1998, the company has a contract to sell US$495,000 per 


month for US$o.707. The fair value of this contract at December 31, 1997 is a loss of $17,000. 


Five-Year Summary | 


($thousands, except as otherwise noted) 


FINANCIAL 


Crude oil revenue 
Less: royalties 
Revenue net of royalties 
Expenses 
Operations 
Interest 
Administration 
Depletion and depreciation 
Site restoration 
Cash flow from operations 
per share 
Net earnings (loss) 
per share 
Capital expenditures 
Total assets 
Long-term debt 
Shareholders’ equity 


Number of common shares 
outstanding at 
December 31 (thousands) 


Weighted average number of 
shares outstanding (thousands) 


OPERATING 
Reserves: proven and probable 


(thousands of barrels of oil equivalent) 


Annual production 


(thousands of barrels) 


Ave rage prod uction (barrels per day) 


Crude oil price (8 per barrel) 
Total land (thousands of net acres) 


42,826 
(8,216) 
34,610 


6,472 
1,236 
2,313 

46,827 
547 
22,920 
1.52 
(18,884) 
(1.25) 
66,865 


79,682 
16,595 
45,427 


16,607 


15,055 


33,797 
(7,678) 
26,119 


3,549 
990 
1,883 
9,354 
532 
18,206 
sv? 
5,023 
0.42 
27,516 
59,941 
15,893 
22,985 


12,181 


12,016 


6,747 


1,316 
3,594 
25.69 


16,879 
(3,058) 
13,821 


2,846 
838 
806 

5,641 
271 

8,786 

0.74 
1,736 
0.15 
12,485 
37,140 
10,534 
17,471 


11,914 


11,904 


4,860 


788 
ANNs) 
21.42 


12,579 
(1,889) 
10,690 


2,796 
492 
706 

4,005 
190 

6,318 

0.56 
1,289 
0.11 
8,943 
27,295 
7,304 
SANS 


11,898 


11,207 


3,364 


638 
1,747 
1972 


8,112 
(1,870) 
6,242 


2,259 
287 
383 

2,027 
113 

3,118 

0.32 
369 
0.04 

8,388 

22S 

3,402 

10,068 


9,648 


9,644 


3) )515) 


422 
aloo) 
19.24 
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At Upton, we value the contribution 
of each individual. 


Our Employees 


FINANCE Kim Adair; Darren Dittmer; Phil Grubbe; Dean Kaiser; Sherri McEwen; Martin Rude; Shawna 


Jenables. 


LAND Laury Chapman; Bev Christman; Robin Irwin; Nathan MacBey; Nora Rennie; Allison Szabo; Margaret 


Wyonzek. 


OPERATIONS Mark Bilozir; Greg Henders; Swade Holowatuk; Joe McAvoy; Karen Pagano; Heather 


Spencer; Darlene Ward; Jacqueline Whenham. 


EXPLORATION Julie Barnden; George Hassler; Fayda Khalek; Darrol Proskow; Andy St. Onge; Eric 


Strachan; Jennifer Vezina; Liz Young. 
EXECUTIVE Bill Dutton; Scott Dutton. 


ESTEVAN FIELD OFFICE David Bayerle; Alan Dixon; Kristin Dupuis; Brad Dutton; Kim Harbourne; 


Jim Larter; Lynn Mack; Tamara Mann; Dean Martens; Doug Moberg; Greg Swallow; Vic Young. 
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William R. Dutton 
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Upton Resources Inc. 


Calgary, Alberta 


G. Scott Dutton (5) 
President and Chief Executive Officer 
Upton Resources Inc. 


Calgary, Alberta 


Anthony H. Bogert (2)(4) 
Vice President 
Nesbitt Burns 


Ottawa, Ontario 


D. Grant Devine (1)(3)(4) 
President 

Grant Devine Management Incorporated 
Regina, Saskatchewan 


W. Craig Dutton (1)(4) 
Vice President 
Clan Resources Ltd. 


Saskatoon, Saskatchewan 


Gary H. Huntington (0(2) 
Vice President 

Danka Business Systems Ltd. 
Regina, Saskatchewan 


Paul J. Schoenhals (2)(3) 
President 


Petroleum Industry Training Institute 
Calgary, Alberta 


J. Ronald Woods (1) 
Vice President 

Jascan Resources Inc. 
Toronto, Ontario 


1) Member of Audit Committee 


( 

(2) Member of Compensation Committee 

(3) Member of Corporate Governance Committee 
( 
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Officers 
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Corporate Information 


Head Office 


3200, 500 — 4th Avenue S\W 
Calgary, Alberta T2P 2V6 

Telephone: (403) 263-7373 
Facsimile: (403) 263-7375 


Website 


www.uptonres.ca 
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